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Recommendations
The AICPA supports the concept of indexing the Internal Reve­
nue Code to minimize the consequences of inflation. Considering 
the economic, political, and technical complexities associated with 
implementing full or partial tax indexation, we are not now making 
specific legislative proposals. We shall establish one or more task 
forces to study the issues and participate in their discussion. The 
studies will encompass such aspects as the following:
1. Indexation of depreciation and the basis of income-producing as­
sets.
2. Indexation of individual tax rates and fixed-dollar allowances, 
such as deductions, credits, and exemptions.
3. Indexation of fixed-dollar debt, savings accounts, etc.
4. A capital maintenance deduction for business enterprises.
5. Adjustment of tax reporting and financial statement reporting to 
reflect the impact of changing prices and inflation.
6. Indexation of the estate and gift tax provisions of the Internal 
Revenue Code.
7. The question of whether indexation should be total or partial, 
immediate or gradual.
8. The question of whether the consumer price index (because of 
its broad coverage and because it is generally understood by 
large segments of society) or some other economic index should 
be used as the appropriate measurement for tax indexation.
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Background
Indexation Abroad
Several countries have amended their tax systems to provide au­
tomatic relief from tax increases caused by inflation. These countries 
can be divided into two groups:
1. Those that index rates and fixed amounts (for example, personal 
exemptions) used in tax computations.
2. Those that go farther and adjust many of the items that enter into 
the calculation of business profits (for example, depreciation and 
inventories).
Certain countries in the first group also provide some inflation relief 
in the computation of taxable gains or business profits. (See the ap­
pendix for details.)
The countries that index rates and fixed amounts are Canada, 
Denmark, the Netherlands, and Israel. Except for Denmark, each 
uses a consumer price or cost-of-living index. In 1974 Denmark 
switched from a cost-of-living index to one based on the hourly earn­
ings of industrial workers.
In Denmark and the Netherlands, indexing is not completely 
automatic. In Denmark parliament annually decides the extent to 
which it will allow the relief called for by the indexation formula. In 
the Netherlands the minister of finance has discretion to allow be­
tween 80 and 100 percent of the index change.
Israel also indexes the cost of assets sold in determining capital 
gains subject to tax.
The principal countries in which indexation permeates virtually 
the whole tax system are Argentina and Brazil. Their systems pro­
vide for inventory adjustments, indexation of depreciation, deduc­
tions, and gains on property sales, and other adjustments to help al­
leviate the taxation of capital as income.
Indexation in the United States
The economic history of the United States, particularly in the 
past century of industrial development, shows much concern for the 
reaction to economic cycles and the effect of changes in the cost of 
living. The concept of automatic adjustment to cost changes, how­
ever, has gained acceptance slowly. Only recently has indexation
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been adopted in legislation to protect against increases in living 
costs.
Labor unions in the late nineteenth century were aware of their 
responsibility to protect their members against increases in living 
costs and thereby to preserve real spendable income. Since their 
major aim was to attain labor's perceived fair share of production, 
automatic cost-of-living adjustments were not originally an impor­
tant goal. There is some indication that a few unions had adopted 
cost-of-living wage protection as early as the post-World-War I 
inflationary period; still, as late as 1948, a poll of labor leaders 
showed that over 80 percent were more concerned with establishing 
better base wages than with tying existing wages to automatic cost- 
of-living adjustments. More recently, having attained many of their 
wage and fringe benefit goals, unions have turned to cost-of-living 
protection. As a result, a significant portion of the labor force, at 
least in unionized industries, is now covered by wage escalation 
clauses tied to the consumer price index.
Another area of the economy that has recognized automatic cost 
protection is real estate. It is common in real estate leases, both resi­
dential and commercial, to have a tax escalation clause, which shifts 
the burden of property tax increases proportionately from landlord 
to tenant. The rationale is that annual changes in real estate taxes are 
an outside influence that the landlord cannot control, and, there­
fore, the tenant should bear a portion of the risk and cost. The rapid 
rise in energy costs since 1973 has resulted in the inclusion of rent 
adjustment provisions in many commercial leases to reflect energy 
cost increases. Increasingly, escalation clauses have been broad­
ened to include all costs, based on actual experience or on a general 
consumer price index.
As inflation has become more pervasive, cost-of-living adjust­
ments have become an includible, or at least negotiable, element in 
a wide range of commercial dealings. These include such diverse 
areas as alimony and support payments, long-term construction 
contracts, material procurement, and almost any kind of relation­
ship in which time as well as money is a factor in the agreement. 
Thus, the business and the legal community have recognized, and 
reacted to, the problems of an inflationary economy.
Congress has also recognized the problems of inflation. Since 
fixed-income recipients are known to bear the heaviest burden of 
inflationary cost increases, Congress acted in 1969 to index social se­
curity benefits and military pensions. In fact, the initial provisions
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included an extra adjustment that would have increased payments 
faster than the rate of inflation. Later analysis of the extra increase 
revealed a multiplier effect that would have created an unintended 
benefit (with related costs), and the extra increase was legislatively 
removed. Federal employees have also been covered by automatic 
cost-of-living increases, although they have not been fully related to 
each year’s total change in living costs.
The first recognition of automatic cost-of-living adjustments in 
the Internal Revenue Code arose from the Employee Retirement 
Income Security Act of 1974. Among its additions to the code was 
section 415, which set maximum limits on contributions and 
benefits allowable under qualified plans. Section 415 provides, “The 
Secretary shall adjust annually [benefit and contribution limita­
tions] for increases in the cost of living in accordance with regula­
tions prescribed by the Secretary . . . . ” In the five years since its 
enactment, the limits of $75,000 for defined benefits and $25,000 for 
defined contributions have been raised to $98,100 and $32,700 re­
spectively.
In the course of legislative action on the Revenue Act of 1978, 
other indexing provisions were considered. The House of Repre­
sentatives included in its version of the tax bill a provision that 
would have indexed the basis of capital assets for future computation 
of capital gains. The Senate, however, did not adopt a similar provi­
sion, and the section was eliminated by the conference committee. 
Another provision was proposed, but not passed, which would have 
related future tax rates and, presumably, deductions to the overall 
rate of inflation and budget deficits. Other proposals to index rates, 
exemptions, brackets, and so on have been submitted in recent 
Congresses.
While there have only been discussion and proposals regarding 
indexation of the federal income tax system, certain states have in 
fact enacted indexing tax provisions. For example, Arizona, Califor­
nia, and Colorado have adopted provisions in their income tax laws 
providing for inflation adjustment. The methods and bases for mea­
surement vary among the laws, but the basic aim is similar: They all 
relate to adjusting rates, brackets, exemptions, standard deduction, 
and/or low income credits for inflation.
As the rate of inflation remains high, the pressure for indexation 
increases in virtually every sector of the economy. Such pressure is 
particularly acute in the income tax area, since graduated tax rates
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generally result in percentage tax increases in excess of the percent­
age increase in income.
The Issues
General
The use of indexation as a tool to mitigate some of inflation’s ill 
effects has been studied, discussed, and, in some countries, applied 
for many years. Today even most of its opponents agree that it can be 
effective. The debate centers on whether the problem has become 
acute enough to call for adoption of indexation and on whether in­
dexation is the most appropriate remedy. The narrowness of the gulf 
between the opposing views is evident in the testimony of the 
Carter administration’s spokesman against adoption of the Dole bill 
(S.2738) in 1978. Deputy Secretary of the Treasury for Tax Policy 
Emil M. Sunley, an opponent of indexation, nevertheless conceded 
that it would become acceptable at higher inflation rates:
If inflation were proceeding at a rate of only 1 or 1½ percent as it did 
in the early 1960’s, there would be much less concern with as com­
plex an alteration of the tax law as indexation. On the other hand, if  the 
rate o f inflation were to accelerate and reach a level o f 20 or 25 per­
cent as in some other countries, I believe almost everyone would favor 
indexation__
Thus, I think that the question we should ask is not: should we ad­
just the tax system for inflation? But rather, how should we adjust the 
tax system for inflation: by an automatic process called indexation or by 
periodic legislative readjustment? ...
There have been occasions when we would have been better off 
with an automatic rate reduction — 1974 or 1975 might have been such 
occasions, given the increasing rate of unemployment. [Emphasis 
added] 1
There seems to be general agreement that inflation superim­
posed on a progressive tax rate system does produce inequities. The 
following appear to be the suppositions on which agreement is 
based:
1. The fairest measure of the ability to pay taxes is the purchasing 
power of the taxpayer’s income. The progressive rate system is
1. Hearings on S.2738 before the Subcomm. on Taxation and Debt Management 
Generally of the Senate Comm. on Finance, 95th Cong., 2d sess. (April 24, 1978): 
77-78.
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designed to operate under stable dollar conditions. Inflation dis­
torts the measure of individual and business income.
2. The income earner who receives cost-of-living increases is sub­
jected  to so-called bracket creep; he pays higher marginal tax 
rates and a higher average rate. Therefore, a taxpayer’s purchas­
ing power drops even if his income rises as fast as the cost of liv­
ing.
3. I f  the market price of an asset has merely kept up with inflation, 
the gain on its sale is illusory. The sales proceeds have no greater 
purchasing power than the money initially invested.
4. Income is exaggerated when the historical cost of assets (such as 
inventory, machinery and equipment, factory and office build­
ings) is written off against the sales proceeds of products priced 
at current inflated levels.
5. Inflation increases the government’s tax revenues at a higher 
rate than the national increase in income. Estimates of this 
“inflation bonus” vary from 1.2 to 1.65 times the rate of increase 
in the cost of living. In Deputy Secretary Sunley’s statement, he 
said:
If we experience 10 percent inflation, individual income tax re­
ceipts rise not by 10 percent, but by something closer to 15 per­
cent. In the technical jargon of economics, the elasticity of the in­
come tax with respect to inflation is about 1.5; that is, tax receipts 
rise one and a half times as fast as the rate of inflation.
There is general agreement on the problem but not on the solu­
tion. Different solutions produce different amounts of tax relief and 
allocate it differently among income groups and classes of taxpayers. 
The relief through indexation, though, is neutral. Political scientists 
also have different opinions about the desirability of automatic re­
lief, and economists disagree about tax relief in general.
Arguments Against Automatic Indexation
Those who reject indexation, and wish to continue to respond to 
inflation by ad hoc adjustments to the tax system, reason as follows:
1. Congress has responded to the increase in taxes resulting from 
inflation by periodically reducing taxes. As a result, the individ­
ual income tax has fluctuated only between 9.2 and 11.6 percent 
of personal income since 1951.
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2. Inflation creates a need for tax increases, which serve to reduce 
the demand for goods and services. Under the present taxing 
system, the need is satisfied without Congressional action.
3. Congress should regularly review the operation of the tax law, 
and the need to modify tax rates focuses attention on the system 
in general. Furthermore, if Congress chooses to shift the burden 
of taxation from taxpayers at one level of income to taxpayers at 
another level, it is politically more feasible if the shift is made 
within the context of rate reduction.
4. Various tax provisions presently moderate distortions in income 
measurement caused by inflation:
• Deductions for depreciation under accelerated methods may 
approximate straight-line depreciation on the replacement 
cost of fixed assets.
• The last-in, first-out (LIFO ) method of accounting for inven­
tory charges the most recent costs against the related income.
• The capital gains deduction for individuals offsets gains attrib­
utable to inflation.
5. The rates of return established for financial instruments in nego­
tiations between lender and borrower take both anticipated 
inflation and levels of taxation into account.
6. Proposals introduced in Congress, which have been limited to 
adjustment of tax brackets and the bases of capital assets, have 
been too narrow in scope. For example, they exclude the savings 
account depositor from the benefits of indexation.
7. I f  indexation properly measures income and asset valuation for 
tax purposes, it should also be acceptable for financial reporting 
purposes; that is, it should stand the test of conformity. How­
ever, the accounting profession and business community have 
not adopted a comprehensive method for adjusting financial 
statements for inflation. Until a consensus is reached, there can 
be no assumption that indexation reflects economic realities 
fairly.
8. Indexation implies a willingness to live with inflation. Automatic 
tax increases under the present system cause taxpayers to peti­
tion Congress for relief and generate the political pressure nec­
essary to pass anti-inflationary legislation.
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Arguments For Automatic indexation
1. Indexation would be fair to all taxpayers. It has one function: to 
end “taxflation’’ or “bracket creep,” which is a nonlegislated tax 
increase.
2. The purported tax reductions adopted by Congress in recent 
years are no more than repeals of automatic tax increases. The 
reductions are necessarily late and are often misdirected. It is 
sheer coincidence if the tax reduction restores the loss of pur­
chasing power that the automatic tax increase has caused the 
individual taxpayer to endure.
3. The periodic introduction of tax reduction bills in lieu of index­
ation provides opportunities for attaching many tax revision 
proposals that increase the complexity of the Internal Revenue 
Code.
4. Indexation frees Congress from the compulsion to mitigate tax 
increases resulting from inflation; it does not deprive Congress 
of the discretion to formulate tax policy, revise the tax law, and 
cut or raise taxes.
5. Automatic tax increases without Congressional action do not 
stabilize the economy. Contrary to traditional economic theo­
ries, the most recent periods of severe inflation occurred dur­
ing recessions characterized by high levels of unemployment. 
The removal of purchasing power from the economy under 
those conditions can be a destabilizer that aggravates down­
turns in the economy. This is conceded by opponents of auto­
matic indexation, as in Secretary Sunley’s statement that we 
might have been better off in 1974 or 1975 with an automatic 
rate reduction.
6. Tax increases caused by inflation fuel further inflation, since no 
astute businessman or labor negotiator fails to consider the pro­
gressive tax burdens. The labor negotiator seeks an increase in 
take-home pay; the businessman sets prices to increase after­
tax profits. Similarly, lenders seek higher interest to cover both 
inflation and their marginal rates of taxation.
7. Indexation of the tax basis of capital assets would encourage 
risk-taking in the development of inventions and other innova­
tions and the establishment of new businesses. Such high-risk 
activities now have few attractions; they usually do not pay divi­
dends, and the growth, if any, is over an extended period. As a
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result, under the present system, the reward against which the 
risks are measured often does not justify the investment.
8. Indexation of the bases of machinery and equipment would 
encourage plant modernization, which would increase produc­
tivity, lower the cost of merchandise, and improve the com­
petitive position of American industry.
9. The low- and middle-income taxpayers who constitute the vast 
majority of savings account depositors and savings bond 
holders receive limited nonnegotiable rates of return, which 
are subjected to taxation at their inflated marginal rates. A com­
prehensive system of indexation would afford these taxpayers 
some relief from the attrition in the value of their money.
10. Indexation does not imply a willingness to live with inflation; 
indeed, it removes the tax revenue bonus and tends to reduce 
the rate of growth in government spending.
Discussion
The AICPA Federal Tax Division supports the concept of index­
ing the Internal Revenue Code because we believe such action 
would minimize tax increases caused solely by inflation and would 
help overcome the resulting problems.
Virtually every segment of American society has been adversely 
affected by the significant increase in the rate of inflation in recent 
years. The impact of inflation is worsened by the taxation of 
inflation-induced profits and gains, which leads to the liquidation of 
savings, erodes American business capital, saps the investment in­
centive from the private sector, and lowers the standard of living of 
all Americans, especially those in the middle class.
The provisions of the Internal Revenue Code were enacted with 
the expectation of little or no inflation; however, the consumer price 
index has increased over 25 percent in the past three years, and 
inflation is expected to continue at a relatively high rate in the fore­
seeable future. Because of bracket creep and the loss in value of 
fixed deductions and credits, individuals whose earnings merely 
kept pace with inflation have seen their purchasing power eroded by 
disproportionately high income taxes. A significant portion of the in­
crease in business taxes has resulted from overstatements of income 
and capital gains that are due solely to inflation. Congress has re­
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acted to the inequity and adverse economic impact by legislating pe­
riodic reductions in tax rates, modifications of tax brackets, in­
creases in exemptions, and other changes. The results are a tax 
structure rife with inequities and disincentives to invest and an un­
certainty about future tax provisions, which itself discourages in­
vestment.
Economists recognize that American business cannot effectively 
compete in domestic and foreign markets unless it is able to increase 
productivity. Instead of increasing, the nation’s rate of increase in 
productivity has declined significantly in recent years. Productivity 
depends in part on new investment in plant and equipment. Ameri­
can industry has traditionally received a significant portion of its 
capital needs for new plant and equipment from retained earnings, 
depreciation, and individual savings. Such traditional sources of 
new capital are being eroded by the taxation of inflation-induced 
profits and gains.
The magnitude of the problem is significant. For example, the 
National Bureau of Economic Research estimates that depreciation 
on existing plant and equipment in the nonfinancial sector was un­
derstated by nearly $40 billion in 1977, thereby raising corporate 
taxes by $19 billion. Representatives of Congress, academia, busi­
ness, and the Treasury have expressed concern about the capital for­
mation impact of having effective tax rates on inflation-adjusted 
business profits that are well in excess of the statutory rates. Repre­
sentatives of these groups have also expressed concern about the 
capital formation impact of taxing interest on individual savings 
when those savings have been eroded by inflation. There is little 
wonder that American business has difficulty finding the needed 
capital to modernize its plant in order to maintain high rates of pro­
ductivity.
Middle-income taxpayers are paying an increasing percentage of 
the overall income tax burden. One must assume that these tax­
payers are aware that the failure to index the Internal Revenue Code 
is partly responsible for their need to pay more tax on income that 
has a declining purchasing value.
We have described a number of significant arguments for and 
against tax indexation. Certain of the adverse arguments deserve 
further comment.
One of the most serious arguments is that indexation in any form 
is itself inflationary. It may or may not be inflationary, depending on 
whether the tax savings are used for investment to increase produc­
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tivity or are expended for consumption of items, and depending on 
whether government reduces its spending or increases its deficit.
Another argument is that tax indexation would leave govern­
ment with fewer resources for the improvement of society. There is 
nothing in the suggestion for tax indexation that would preclude 
Congress from increasing taxes. Indexation merely stops the in­
crease in taxes that is caused solely by inflation, so that overt action 
by Congress is required to increase taxes. This route lets the elector­
ate decide whether a given tax increase is in the public interest, and 
that effect is also desirable.
Some people argue that tax indexation is too complex or theoret­
ical to be practical. We believe that this argument lacks merit. A 
number of countries, such as Argentina, Brazil, and Canada, have 
indexed all or a portion of their tax statutes without undue difficulty. 
Several states also have indexed their tax statutes, and indexation is 
being applied in many areas of the economy without apparent un­
due difficulty.
Other people have argued that indexation is not needed because 
Congress periodically adjusts the tax laws in response to inflation. 
This argument does not appear to be valid. Although we can assume 
that Congress has tried to respond to inflation’s impact on the aver­
age taxpayer and business, studies show continuing taxation of 
significant amounts of inflation-induced income.
We have considered all the arguments, and we believe that the 
merits of indexation outweigh the drawbacks. Economic consider­
ations and the need for fairness in our tax laws mandate adoption of 
indexation at the earliest possible date. Almost everyone agrees that 
indexation must be adopted at some level of inflation; we believe 
that level has been reached.
We have carefully weighed various methods and procedures for 
achieving full or partial indexation of the tax statutes, and we have 
concluded that additional study and participation in the growing 
public discussion of the issues are needed before we can make 
specific recommendations. We consider it essential that we offer 
support for the concept of tax indexation during the current public 
debate in Congress, in the academic and business communities, in 
the media, and among the electorate.
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Appendix: Summary of Selected 
Foreign Tax Indexing Systems
Argentina
Argentina established an adjustment of taxable income for inflation in 
October 1978. The government made the adjustment applicable to fiscal 
periods ending on or after January 1, 1978. At the taxpayer’s option, the 
method can apply only to fiscal periods ended on or after January 1, 1979.
The government of Argentina described the adjustment as “perma­
nent, global, general and compulsory. ” The adjustment is applicable to in­
come derived by corporations, companies, proprietorships, branches of 
foreign entities, and some other taxpayers.
The adjustment is generally equal to the difference between the value 
of assets and liabilities at the beginning of the period and their value at the 
end of the period. The amount of the adjustment is then either added to or 
subtracted from taxable income. Some assets, such as real property, depre­
ciable personal property, and goodwill, are not included in the global ad­
justment; these excluded assets are adjusted separately. Amortization of 
buildings is normally required over a straight-line period of fifty years.
Any increase in the value of foreign currency, debt claims, and securi­
ties that occurred during the period must be added to the taxable income 
that is being adjusted. Capital gains derived from the transfer of securities 
and interest received must be included in the taxable income being ad­
justed. Losses to be set off against future profits are also adjusted for 
inflation.
The increase in taxable income that results from the adjustment can be 
subject to taxation immediately, or the taxpayer can spread the increase 
over three fiscal periods (including the period that is being adjusted), pro­
vided that distribution of profits is also postponed.
Brazil
The inflation of Brazilian currency over the years has prompted official 
use of price-level adjustments for financial, accounting, and tax purposes. 
These compulsory adjustments are known as monetary correction. A tax­
payer makes the price-level adjustments by multiplying original values by 
official coefficients, which are intended to recognize the decrease in the
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currency’s purchasing power, as reflected by the increase in the national 
wholesale price index.
Prior to 1964, temporary tax benefits were granted to taxpayers who 
voluntarily revalued their fixed assets in accordance with the currency’s re­
duced purchasing power. In 1964 annual monetary restatement of the book 
value of fixed assets became compulsory for all legal entities. Sole propri­
etorships and government-owned enterprises are exempt from this re­
quirement. The mandatory monetary correction method requires that the 
acquisition costs of the fixed assets (including previous monetary correc­
tions) and the amount of depreciation taken on the assets be multiplied an­
nually by the official index coefficients. Depreciation is allowed on the re­
stated amounts. The annual depreciation charge is itself restated each 
month. The profit or loss on the sale of an asset is based on its restated cost 
less accumulated depreciation. The net amount of monetary correction 
surplus is to be kept as a special reserve for future capitalization or offset of 
losses.
A decree enacted in December 1977 provided a new system for revalu­
ing working capital and fixed assets for tax purposes. While fixed assets and 
certain investments must be revalued each year, the business entity has the 
option to revalue working capital annually. Erosion of a company’s working 
capital as a result of inflation during the year may be taken as a deduction. 
This is known as the reserve fo r  maintenance of working capital, and it 
must be reflected on the books as an appropriation to a capital reserve. In 
situations in which the effect of inflation is favorable, such as negative work­
ing capital position, a company must record the effect as taxable income to 
the extent of the lesser of (a) the amount spent to cover exchange losses or 
monetary correction on borrowings applied in the acquisition of property, 
machinery, and equipment and (b) the calculated effect. Working capital 
for this purpose is defined as capital plus reserves less net value of fixed 
assets.
Undisclosed tax liabilities, unpaid social law obligations, salaries, and 
indemnities owed for more than three months must be monetarily cor­
rected to the time of payment in order to determine the amount payable. 
Undischarged tax liabilities must be monetarily corrected at the time of 
payment. Also, amounts stated in cruzeiros in the tax regulations are gen­
erally amended annually if the wholesale price index shows an increase of 
more than 10 percent in the calendar year or more than 15 percent in the 
last three years. Withholding taxes are also monetarily corrected, as are the 
tax brackets.
There are special laws that supplement the compulsory monetary cor­
rections. These laws provide for revaluations of fixed assets without taxa­
tion in the case of mergers, amalgamations, or other forms of association of 
companies. If the transaction was approved by the Commission for Corpo­
rate Merger and Amalgamation prior to December 31, 1979, the fixed as­
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sets may be revalued up to their current fair market values. The same ad­
vantage was allowed prior to June 30, 1978, for priority projects consisting 
of the expansion of corporate activities.
C an ada
Since 1974 indexation has been provided for the basic personal exemp­
tion, the marital exemption, the dependent exemptions, and the exemp­
tions for the aged, the blind, and the disabled. Furthermore, such related 
items as the amount of tax-free earnings permitted a dependent are in­
dexed. The legislation also provides for the indexation of the tax bracket 
limits.
The automatic annual adjustments are based on the increase in the con­
sumer price index. The factor for a particular year is determined by relating 
the average consumer price index for the twelve-month period ending Sep­
tember 30 before that year to the corresponding average for the base year 
ending September 30, 1972. The use of this twelve-month averaging pe­
riod is intended to minimize the influence of anomalous events on the infla­
tion factor. The indexing process is designed to operate only if the con­
sumer price index increases.
Indexation has resulted in the removal of many low-income taxpayers 
from the tax system, thereby simplifying its administration.
Not all allowances are indexed; therefore, Canadian taxpayers are not 
entirely protected from inflation.
All the Canadian provinces impose an income tax on individuals. In or­
der to simplify collection, all provinces except Quebec charge this tax as a 
fixed percentage of the federal tax payable; the province of Quebec has en­
acted its own income tax statute. The combined Quebec and federal tax 
rates result in a tax burden somewhat greater than that suffered by most 
Canadians, largely because of the fact that rates and exemptions are not 
indexed in Quebec.
Denmark
The Danish central and municipal governments introduced an indexing 
system in 1969. The central government indexes both the tax brackets and 
the personal deductions, and the basic tax rates are adjusted periodically to 
account for inflation. The municipalities, since they use flat rates, index 
only the personal deduction.
The Danish government felt that full automatic indexation would leave 
no room for annual adjustments to take into consideration revenue require­
ments and the general economic situation. Therefore, the 1969 law 
specified that the tax rates contained in that law are to be regarded as basic
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rates. Each year Parliament decides the percentage at which these basic 
rates are to be applied for the year in question.
Between 1970 and 1974, the dual system of automatic price indexation 
of the bracket limits and adjustment of the basic tax rates made it possible to 
avoid legislative changes in the basic tax schedule set up in 1969. In Sep­
tember 1974 Parliament decided to abandon the cost-of-living index and to 
relate the personal deduction and the brackets to the amount by which the 
index of hourly earnings of industrial workers at March of the year preced­
ing the tax year had changed since March of the year before. The correction 
factor is now 2.1 percent for each full three-point change in the index from 
141.9 (March 1974). The amounts of rate brackets are rounded upward to 
the closest amount divisible by 100. This change necessitated an increase in 
the personal deduction and the replacement of the original tax schedule 
with a new tax schedule in 1975.
Note that an index of hourly earnings of industrial workers may differ 
significantly from the trend shown by an index of annual earnings for all 
groups of taxpayers. In 1979 the Danish government began using the con­
sumer price index, applying the same formula as described above.
Israel
The consumer price index is of considerable importance in the Israeli 
economy. Nearly everything is linked or indexed to the cost of living, from 
wages to bonds to bank accounts. Wage and salary scales are usually based 
on the index, as are tax allowances and capital gains. The system of personal 
deductions and deductions for dependent relatives has been replaced by a 
system of “credit points.” Various categories of individuals, such as resi­
dents, widows, and working wives, are assigned numbers of credit points. 
Each point is worth an amount of money that can be deducted from taxable 
income. In addition, there are government benefits paid for dependent 
children, which are known as allowance points. The value of credit points 
and allowance points is linked to the consumer price index and is adjusted 
yearly or, in the event of a significant rise in the index, semiyearly.
In 1975 the tax laws affecting capital gains were reformed. A distinction 
was made between real capital gain and inflationary surplus. To determine 
the amount of inflationary surplus, the adjusted original price and adjusted 
depreciation must be computed. The adjusted original price is the price of 
the asset as revised to reflect the rise in the index in the period from the 
date of acquisition to the date of sale. The revalued price is then further 
adjusted for maintenance and improvements, and each of the improve­
ments must also be revalued. If the asset is depreciable, the adjusted de­
preciation is subtracted from the original price. Adjusted depreciation rep­
resents the amount of revalued depreciation and additional depreciation 
accumulated during the asset’s period of usage. Depreciation is revalued
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on the basis of the rise in the index in the period from the date of sale to a 
date falling in the middle of the depreciation period. Inflationary surplus is 
the difference between adjusted original price and the unrevalued balance 
of the original price. The difference between the amount of capital gain and 
the amount of inflationary surplus is the real gain.
The computations of adjusted original price, adjusted depreciation, and 
inflationary surplus are all made on the basis of the consumer price index.
Netherlands
A system for adjusting tax rates to inflation became effective in January 
1972. Tax allowances and brackets are linked to a consumer price index in a 
way similar to the Canadian system. The basic tables containing the tax 
brackets, dependency allowances, and age and disablement deductions are 
replaced with new tables annually.
The progression in income tax rates leads to higher taxes when income 
rises, irrespective of whether the rise is real or merely nominal. In the past, 
the rates have occasionally been adjusted to compensate for nominal in­
creases in income. A proposed act provides for an automatic annual adjust­
ment by multiplication of taxable income and the corresponding rate by a 
factor representing the increase in the average cost of living during the pre­
ceding year. For this determination, increases in cost of living due to indi­
rect taxes (such as excise taxes) are eliminated.
The adjustment factor equals the ratio of the average consumer price 
index for the eighteenth through the seventh month preceding the begin­
ning of the year over the average consumer price index for the thirtieth 
through the nineteenth preceding months.
The index is based on budget statistics on the level of consumer prices, 
including the price of housing. The effects on prices of indirect taxes and 
most subsidies (other than housing) are not considered. It is estimated that 
the total adjustment for both indirect taxes and subsidies accounts for about 
one percent of the change registered by the index.
There is a provision permitting the minister of finance, at his discretion, 
to allow between 80 and 100 percent of the change in the index to be 
reflected in the tax system. This discretion allows for adjustments that be­
come necessary when the yield of total revenue changes. The basic tax ta­
bles are revised annually on the basis of the index adjustments calculated 
by the Central Statistical Office. The index adjustment covers only the in­
come tax system, which taxes both earned and unearned income.
Switzerland
The federal government levies a federal defense tax applicable through­
out the country, principally on income. Each of the twenty-five cantons also
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taxes income and capital, with different surcharges for each of the 3,000 or 
so communes. Despite some similarities, the cantonal taxation systems dif­
fer greatly in their determination of income, personal allowances and de­
ductions, and tax rates.
The majority of cantons do not provide for any tax adjustments due 
solely to inflation. While no canton permits full automatic indexing, the 
majority of the cantons permit periodic adjustments based on legislative 
reviews. In Zurich, for example, there are adjustments every three years. 
When adjustments are permitted, usually the tax brackets are widened or 
the various allowances are adjusted.
Adjustments are usually based on the trend in the national consumer 
price index. Some cantons provide that only increases in the cost of living 
produce an adjustment, while others adjust for both increases and de­
creases in the cost of living. The adjustment is usually made by applying a 
percentage (which varies among the cantons) or by adding points in relation 
to a reference level. Some laws provide that whenever the consumer price 
index changes to a specified extent the government refers to Parliament the 
questions of whether and, if so, how an adjustment is to be made.
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